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"You can sleep well tonight now that we have a signed budget." 

Governor Jerry Brown upon signing the 2013-14 budget 1 

in past editions of California Policy Options, we have tracked the ups and downs of the California state 
budget, especially its fluctuations during the current century. 2 But we have also gone back in time and 
looked at the fiscal history of governors back to the era of the father of our present governor. No, dear 
reader, we don't expect you to read all of those previous chapters. So instead we will start with a brief 
recap of that history in qualitative terms and save the numerical history for the Davis-Schwarzenegger- 
Jerry Brown period. It is clear that the budgetary nightmare that characterized that period is over for 
now. But how easy should we sleep, despite Jerry Brown's assurances as quoted above? That is the key 
question to be explored in this chapter. At this point in time, the answer has to be that it wouldn't take 
much of a negative economic shock to move us back into the trouble zone. 

Once we have presented our historical fiscal recap, we will pick up where we left off in last year's 
California Policy Options. That chapter stopped short of the November 2012 general election in which 
voters were offered Proposition 30, an initiative sponsored by Governor Brown that provided for 
temporary increases in the state personal income and sales taxes. With hindsight, we know that Prop 
30 passed along with another initiative that also provided added state revenue. But at the time our 
prior chapter concluded, opinion polls suggested that the passage of Prop 30 was iffy. Thus, apart from 
the fiscal element, the November 2012 election revealed something about political polling as it applies 
to the state budget and other issues. 

Finally, we also will do a review of budgetary accounting as we proceed. It is one thing to assert that the 
budget is "balanced." It is another to define what that term - and others commonly used to describe 
the budget - actually mean or how they might be measured. 


Depression Legacy 

"During the Great Depression, Americans in California saw their way through the most trying ordeal 
possible short of invasion or civil insurrection, and they prevailed. They created a version of American 
culture...which... continues to intrigue the rest of the nation../' 

California historian Kevin Starr 3 

Like all states, California's social system came under great strain during the Great Depression of the 
1930s. Left and right ends of the political spectrum battled, sometimes in the streets. The state 
undertook some major public works projects involving water, roads, and bridges despite a dearth of 
resources. But scars were left on the state's fiscal system. As economic activity dried up, so did tax 
revenue. One of the long-lasting consequences was a change in the state's constitution requiring a two- 
thirds "supermajority" vote in the legislature to approve a new budget. That requirement - often 
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confused with a much later requirement (see below) for a two-thirds vote on tax increases - remained 
on the books until voters removed it in 2010 under Proposition 25. 

In the years since the 1930s, the budget-enactment supermajority requirement sometimes pinched 
more and sometimes less. But especially in the period beginning in the 1990s, it resulted in delays in 
adopting a budget, sometimes delays that extended well into the fiscal year (which begins each July 1). 
Removal of the two-thirds budget requirement was a major shift, a change that benefited Jerry Brown 
in his second iteration as governor. 


World War II and the Cold War 

"It was a time of growth and abundance, and this, in turn engendered a persistent note of optimistic 

boosterism in public discourse." 

California historian Kevin Starr 4 

Just as the Great Depression put state finances under strain. World War II - with its surge in military- 
related economic activity - had the opposite effect. The wartime impact was especially felt in California 
which was a center of the budding aircraft (later aerospace) industry that experienced a surge of military 
orders. The state also had major ports and developed a shipbuilding industry that serviced the War's 
Pacific Theater. Starting with World War II and continuing into the Cold War, California was the home of 
a population boom and grew notably faster than the rest of the U.S. as Chart 1 shows. However, the 
end of the Cold War terminated that era of super-normal growth as military expenditures in the state 
declined. 

California governors and legislatures for five decades from the start of World War II to the end of the 
Cold War - and perhaps the general public to this day - did not fully appreciate the fiscal impact of the 
military stimulus. There came to be an assumption that supernormal growth was just a natural 
tendency of the state. If the economy is expanding rapidly for whatever reason, tax revenue also 
increases. An expanding budgetary "pie" allows avoidance of nasty trade-offs. A dollar more of X 
doesn't necessarily imply a dollar less of Y (or a tax increase). The shift in regime from an ever- 
expanding pie to a system of unpleasant trade-offs was at the heart of California's fiscal difficulties in 
the two decades following the end of the Cold War. 

Of course, even with an expanding pie, the rate of expansion after 1940 varied. In particular, there were 
two major hot wars after World War II - Korea and Vietnam - contained within the umbrella Cold War. 
Moreover, budgetary problems can arise from the expenditure side as well as the revenue side. Over¬ 
commitment to programs - particularly if they are open ended - can push spending to levels that outrun 
revenue. And even in the Golden Era of rapid pie expansion, the national business cycle was inevitably 
reflected in state revenue. California's major trading partner is the rest of the U.S. The state cannot be 
insulated from the ups and down of the U.S. economy, even in a period in which its long-term growth 
outpaces the nation. 
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From the Earl to the Knight 

"...I advocated what I chose to call a 'rainy day'fund. I argued that in the life of every person, family, 
business, or government there comes a day when adversity of some kind calls for funds in reserve..." 

Former California Governor Earl Warren 5 

Republican Earl Warren, first elected in 1942, was the state's only governor to be elected to three 
consecutive terms and because of term limits, he is and will be the last. (Jerry Brown is in his third term, 
but it is not consecutive with his first two.) Warren entered office during World War II just as military- 
related tax revenue began to pour into Sacramento. During the War, the diversion of national and state 
resources to military purposes limited state expenditures so that when the conflict ended, the state had 
built up a large budgetary reserve. Warren pushed to prevent what he regarded as excessive 
expenditure at war's end, partly because it was widely feared that with the halt of wartime 
expenditures, both the U.S. and California economies might fail back into the Great Depression. 

Even as anxiety about a renewed Depression dissolved, Warren still pushed to retain what he termed a 
"rainy day" fund. Thus, when he proposed new programs, including a plan for universal state health 
care (which failed) and another for a state freeway system (which succeeded), he tied the proposals to 
pay-as-you-go earmarked revenue streams. For the failed health plans (there was more than one 
Warren proposal), the funding mechanism would have been through payroll taxes. The gas tax became 
the funding mechanism for the freeways. 

Warren left office in 1953 during his third term after being named by President Eisenhower to become 
Chief Justice of the U.S. Supreme Court. The terms of his successor, Republican Lieutenant Governor 
Goodwin ("Goodie") Knight, generally weren't marked by major budgetary program proposals. 6 But 
Knight was popular enough to be re-elected as governor in 1954. In 1958, however, an internal struggle 
within the GOP opened the door to election of a Democrat as governor, then-Attorney General Pat 
Brown, Jerry's father. 7 


Jerry's Dad 


"My mother had the good sense to name me after my father." 

Jerry Brown commenting on his name recognition 8 

Pat Brown's two terms in office are remembered for major state infrastructure development. Freeways 
expanded, thanks to new highway funding from Washington, and the state built new universities and 
state colleges under the Master Plan for Higher Education. In addition, a major water project was 
shepherded by Pat Brown into fruition. 

Brown had put through a tax increase at the start of his first term to help pay for his enlarged vision of 
the role of the state's public sector in both infrastructure and social spending. But by 1966, when he ran 
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for a third term against movie and TV actor Ronald Reagan, California had developed a major fiscal 
problem. It is unclear whether Brown and his finance director fully understood the dimensions of the 
budget crisis that was unfolding. Nonetheless, the budget crisis - combined with the Watts Riot and 
student unrest at the University of California, Berkeley - ended Pat Brown's political career. 

What was critical in the 1966 election was that Reagan promised to deal with the state's fiscal problem 
(which he did), and take a tough line on student and racial unrest. Today, Jerry Brown's dad is mainly 
remembered positively for his infrastructure. But his father's unpopularity at the time of his 1966 
electoral defeat left an impression on young Jerry. Jerry Brown took the lesson to be that fiscal 
conservatism and opposition to social disruption were the keys to future political advancement in 
California. 


The Not-Pat 

"The time has come for us to decide whether collectively we can afford everything and anything we think 
of simply because we think of it The time has come to run a check to see if all the services government 
provides were in answer to demands or were just goodies dreamed up for our supposed betterment The 
time has come to match outgo to income, instead of always doing it the other way around" 

Former Governor Ronald Reagan giving his first inaugural address 9 

While campaigning in 1966, candidate Reagan may well have believed that he could resolve the budget 
crisis he would be inheriting by cutting waste and social programs and by making Sacramento more 
efficient. Within a few months of taking office, however, he found it necessary to put through a major 
tax increase. To this day, the phrase "Reagan raised taxes" is often recited by liberals in reference to 
that episode when conservatives resist proposed tax increases. Liberals are saying, in effect, if Reagan 
did it, why can't you? 

Indeed, the 1967 tax hike was not the only time Reagan raised taxes during his two terms as governor. 
And in real terms, state spending under Reagan rose at about the same pace as under his predecessor, 
Pat Brown. But the Reagan rhetoric was different from Pat's. And the emphasis on spending changed. 
For example, the promise of free tuition in state higher education institutions contained in the Pat 
Brown-era Master Plan was a casualty of the Reagan period. 

Governor Reagan had his eye on the presidency and hoped to be the GOP's candidate in 1976. 
Conservatives at the national level were pushing the idea that government could be checked by a 
constitutional amendment that would limit federal spending by some formula. Reagan put a state 
version of that idea on the ballot in 1973, hoping its enactment by voters would provide a platform on 
which to campaign. However, his Proposition 1 entailed a complex formula which looked funny to 
voters and which Reagan, when pressed by reporters, could not himself explain. After Prop l's defeat, 
the Reagan administration in Sacramento seemed to run out of steam. Reagan ultimately did make it to 
the presidency but in 1980, not 1976. 
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The Anti-Pat 


"For four years (Jerry) Brown had been berating the state's schools and universities... Rarely, he said... 
had public institutions roiled the society in so many ways... And the same, in his view, appeared to be 
the case for a great many other programs -freeway construction in particular... - that were among his 
father's proudest achievements... (Jerry) Brown was the father of Proposition 13 in many more ways 

than he knew." 

Journalist Peter Schrag in 1998 explaining the 1978 passage of Prop 13 10 

During the Reagan governorship, Democrat Jerry Brown had moved from election as a community 
college trustee - one strongly opposed to student unrest - to election as California's state secretary of 
state. Brown's two terms in his first iteration as governor seemed to emphasize being the anti-Pat, i.e., 
being the opposite of his father. Instead of expansive infrastructure and social programs, the state - 
and, he argued, the nation - was in an "era of limits." In some respects, however, he was a traditional 
Democratic liberal, pushing state laws establishing labor union rights in agriculture and in the public 
sector. 15 But in other respects he articulated "new age" thinking and prided himself in being 
unconventional - again, very much the anti-Pat. Although Reagan was a celebrity before being governor 
as a movie and TV actor, Jerry Brown became a political celebrity-gaining national media attention and 
soon dabbling in presidential politics. 

During Brown's first term, the economy was generally in an inflationary upswing after a deep recession 
in 1975. Both the inflation (which pushed people into higher tax brackets under the state's progressive 
personal income tax) and the expansion of the real economy fueled state revenue. With expenditures in 
check given a fiscally conservative governor, the state's reserve (Earl Warren's rainy day fund) rose to 
unprecedented levels. Indeed, the ratio of reserves to spending or to revenue has never been 
approached since. At the same time, however, general inflation - combined with a housing bubble - 
pushed up local property taxes. 

As property tax bills soared, both the governor and the legislature seemed unaware of the political 
upheaval that was impending. Conventional property tax systems involve both the relatively frequent 
valuation of property (the assessed value) and the setting of a rate at which that value is taxed. So a 
housing bubble would be reflected in rapidly rising property tax bills unless local governments cut the 
tax rate to offset the valuation increase. But local governments in California did not cut rates, or did not 
do so sufficiently to offset the jump in tax bills. 

The political result of that failure was Proposition 13 of June 1978. By the time the legislature realized 
the magnitude of what was later termed the taxpayer revolt and put a more moderate alternative on 
the ballot, it was too late. Prop 13 passed by a wide margin and its repercussions have shaped California 
state and local finance and governance since that time. 

Prop 13 fundamentally changed the property tax system. The assessed value henceforth would be the 
purchase price of property determined when property changed hands. 12 Thereafter, the assessed value 
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could rise a maximum of 2% per annum even if market values rose faster. Thus, in a period of rapid real 
estate inflation, assessed values for most properties would depart farther and farther from market 
values. After such a period, the average assessed value would substantially understate the true market 
value since only recently acquired property would reflect the market; other property would be under¬ 
assessed due to the 2% cap. 

The tax rate under Prop 13 was set as 1% of the assessed value, a rate that substantially slashed local 
revenues from the tax. As a result, a major source of local revenue, particularly for school districts, no 
longer was available. School districts and to a lesser extent other local governments became dependent 
on the state for bailout and support. 

The state could initially provide such support because of the huge rainy day fund that Jerry Brown had 
developed. Indeed, the rainy day fund that accumulated arguably had fueled support for Prop 13 in the 
first place; voters saw the state reserve piling up at the same time their property tax bills were 
escalating. The fact that a distinction might be made between local taxes and state taxes did not seem 
salient. And, as just noted, with the locals more dependent on the state after Prop 13, the proposition 
made the state-versus-local distinction less salient thereafter. State and local finance became heavily 
intertwined. 

Although Prop 13 is widely seen as a property tax measure, it contained another element that had major 
repercussions for state finance. The initiative also required a two-thirds supermajority in the legislature 
for any future tax increases. Supporters of Prop 13 didn't want the state simply to substitute new taxes 
for the reduced property tax. Unlike the Depression-era supermajority requirement for passing a 
budget which voters scrapped in 2010, the tax increase supermajority requirement of Prop 13 remains 
in place despite litigation challenges. 13 Indeed, voters subsequently tightened it by narrowly defining 
user fees (which don't require a supermajority to be raised) so that fee increases cannot be easily 
substituted for tax increases by the legislature. Note, however, that as with any ballot proposition, 
voters - as opposed to the legislature - can raise taxes with a simple majority. That is, the two-thirds 
rule does not apply to voter-approved propositions that raise taxes. 

Jerry Brown had opposed Prop 13 before it passed June 1978. But as soon as it passed, he flipped and 
pledged to make Prop 13 "work." Although pundits often tagged Reagan as "Teflon" for his ability to 
escape political damage, Brown's flip on Prop 13 in 1978 was the ultimate Teflon performance. Doing 
that flip enabled him to win re-election in November of that year. That re-election in effect rebutted the 
perception that the real fellow in charge of California was Howard Jarvis, the co-sponsor of Prop 13 
(with the less visible Paul Gann). Shortly after Prop 13 had passed, veteran comedian Bob Hope had 
quipped that when he knocked on the door of the governor's mansion, Jarvis answered. 14 (Brown, as 
part of projecting his frugal image, didn't live in the mansion but the joke was telling, nonetheless.) 

In any event, making Prop 13 work was possible for Brown for a time, due to the large rainy day fund. 
However, the bailout of the locals involved running down those reserve funds - which could not go on 
indefinitely. Additionally, there were two back-to-back recessions in the early 1980s, the second being 
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quite severe, that cut into state revenue. A state budget crisis by the end of Brown's second term was 
the inevitable result. Rather than seek another term as governor. Brown tried to run for the U.S. Senate 
in 1982 and lost. He then seemed to disappear completely from the political scene for several years, but 
began his second coming in the late 1980s. 


George Does It 


"Deukmejian is... the quintessential middle class man, cautiously conservative but not anti¬ 
government..." 

Columnist Dan Walters 15 

With the general fund reserve depleted and revenue down, Jerry Brown's successor, Republican George 
Deukmejian, was left with a major fiscal challenge. 16 Given the taxpayer revolt and his Republican 
background, Deukmejian relied mainly on squeezing spending. But he did undertake what he described 
as closing tax loopholes which some critics complained was really tax raising. In any event, 1982 was the 
trough of the recession of that period, and subsequent economic recovery brought in more state 
revenue. By 1986, Deukmejian could run for re-election, and win, as the fiscal savior of California. 17 

However, there were more repercussions of the taxpayer revolt that had spawned Prop 13. In 1979, the 
momentum of Prop 13 carried over into the passage of Prop 4 which limited state spending using a 
formula based on inflation and population growth. In a way, Prop 4 was a much less complicated 
version of Reagan's ill-fated Prop 1. Prop 4, termed the son of 13, was passed by voters. But it became 
a dead letter for many years because of the economic downturn of the early 1980s and subsequent 
budget cutting. The so-called Gann limit under Prop 4 (named after Paul Gann, the promoter of Prop 4 
and co-sponsor with Jarvis of Prop 13), was well above actual expenditures due to the cuts. 


By Deukmejian's second term, however, there was sufficient economic recovery and expansion so that 
the Gann limit was hit. As a result, excess tax revenue was returned in refund checks to state taxpayers. 
But that action had political ramifications. Under Prop 13, school districts had become dependent on 
the state due to the loss of local property tax support. The districts and teacher unions had hoped that 
economic recovery would add more state support. But the Gann limit capped those hopes. So the 
school establishment put Prop 98 on the ballot in 1988 which voters narrowly passed. Prop 98 (and a 
later companion proposition) effectively gutted the Gann limit and set state spending on K-14 through 
formulas. 


Roughly 40% of state general fund spending became earmarked for K-14 under the new formulas. The 
legislature can suspend the Prop 98 guarantee. But the withheld funding then piles up as a debt on 
what is termed by Sacramento budget wonks as the "credit card" which the state must repay in the 
future. 


There are two key effects of Prop 98. First, when the economy recovers from a downturn and more 
revenue comes into the general fund, much of it is swallowed up by Prop 98 and K-14. Creative ways to 
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limit this effect are periodically developed in state budget practices that have produced a complex and 
convoluted fiscal system. Second, local property taxes - although reduced by Prop 13 - still go to 
schools and other local governments. Property taxes that go to schools are part of the Prop 98 formula 
system. Thus, state and local finances are linked by formula. In particular, anything that diverts local 
property taxes from schools effectively ends up tapping state revenue. 


Pete and Re-Pete 

"Once, people retired to California. Now they were retiring from California, selling their homes at 
inflated prices, and going to kinder, gentler places." 

Historian Kevin Starr describing 
California after 1990 18 

By the 1990 gubernatorial election, the U.S. economy was feeling the effect of a mild and short-duration 
recession. But for California, the downturn was turning into a big and long-lasting recession due to the 
ending of the Cold War. Deukmejian was succeeded as governor by Republican Senator Pete Wilson, 
the man who had defeated Jerry Brown for the U.S. Senate in 1982. Until he took office, Wilson didn't 
realize the gravity of the budget crisis which eventually became the preoccupation of his first term in 
office. 

As noted, Californians generally did not understand the degree to which state economic growth over the 
preceding half century was based on a military infusion from Washington. So Wilson was hardly alone in 
assuming initially that the budget problem could be quickly remedied. But as Chart 2 illustrates, if the 
Cold War job trend is projected into the post-Cold War era, a widening gap appears between actual job 
creation and the earlier Golden Age trend. What Wilson was facing was a structural change, not a 
temporary setback. 

At first, a tax increase was enacted in the hopes that it would resolve the state's budget problem. But 
the crisis persisted year after year with budget cuts becoming the main instrument of adjustment. 
Although standard practice has been to propose a budget that ends with a positive (or non-negative) 
reserve in the general fund, it began to be apparent that multi-year solutions were needed. A quick fix 
was not going to be possible. 

Under the California constitution, borrowing from financial markets is supposed to occur only for long¬ 
term projects (infrastructure) and then only after a vote of the people to approve the borrowing. 
However, court decisions have allowed short-term borrowing through flotation by the state treasurer of 
Revenue Anticipation Notes (RANs) within a fiscal year to deal with irregularities in cash flows. In 
unusual situations, such as occurred under Wilson, the state can also borrow short-term across fiscal 
years using Revenue Anticipation Warrants (RAWs) floated by the state controller. Both methods of 
borrowing were used by Wilson as the budget crisis continued. At one point, however, the state handed 
out lOUs instead of paying all its bills. 
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While aerospace and military spending declined in Southern California, there was a reverse trend in the 
Bay Area. What was later to become the dot-com boom of the late 1990s was underway. The Silicon 
Valley had been developing since the 1950s, but the arrival of the Internet as a commercial endeavor 
created an economic rush. By the time Wilson ran for re-election in 1994, the effects were already 
beginning to be felt on the state budget. But politics moves with a lag. 

Wilson and his administration married budget concerns with illegal immigration which was argued to be 
a drain on the state budget. A major element in the 1994 Wilson campaign was his support of Prop 187 
which would have barred illegal immigrants from most state services. In the end, Prop 187 was enacted 
and Wilson won against Pat Brown's daughter (and Jerry Brown's sister) Kathleen Brown on the illegal 
immigration issue. That election had long-term political effects as it created a division between the GOP 
and the state's growing Latino population and electorate. But the short-term effects for the GOP were 
positive in the gubernatorial and legislative campaigns of 1994. And Wilson's final budgets produced 
rising levels of reserve funds and the elimination of the short-term debt that had occurred during the 
heart of his fiscal crisis. 


Gray Numbers 

"...(T)he man that is failing the people more than anyone is Gray Davis. He's failing them terribly and 
that is why he needs to be recalled and this is why I am going to run for governor..." 

Arnold Schwarzenegger announcing his candidacy 

on the Jay Leno Show 19 

We have so far spared you the strain of looking at budgetary numbers. But by 1998, when Democrat 
Gray Davis - Jerry Brown's one-time chief of staff-won election, the dot-com boom was in full swing 
and the decline of aerospace and military spending had largely run its course. Table 1 - based on the 
cash statements of the state controller - shows the development of a considerable reserve of over $9 
billion in the general fund at the peak of the dot-com boom. Unfortunately, hidden under that reserve 
was the fact that at the very peak of the boom, the state was starting to run a small deficit (inflow below 
outflow). 

A deficit at the peak should have been a warning to Davis. If there is a deficit at the peak of record 
boom, it can only worsen as the economy slows and reverses. However, Davis was something of a detail 
freak and had problems in delegation. As long as money was flowing into the state treasury, you don't 
have to be a great manager as governor. But if you try to control and manage everything, when 
problems arise, you are likely to end up with an out-of-control situation. Thus, appropriate action was 
not taken to ward off the oncoming budget crisis. As in the early 1990s, the U.S. went into a mild 
recession at the turn of the new century. But also as in the 1990s, special circumstances in California 
magnified the effect. 
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The dot-com industry and bubble was disproportionately concentrated in California in the 1990s, just as 
aerospace had been disproportionately concentrated in the 1980s. Moreover, the state's progressive 
income tax depends heavily on high-income earners. Such earners receive significant returns from 
financial markets. During the dot-com boom, there were capital gains to be taxed as internet stocks 
rose in value. During the bust, however, those gains and the taxes they generated suddenly evaporated. 
The state was thrust into a budget crisis as the 2002 gubernatorial election approached. 

Apart from the budget crisis, the state had developed an electricity crisis - complete with rolling 
blackouts - thanks to an earlier ill-planned deregulation of the electricity market during the Wilson era. 
There had been advance warnings for the electricity crisis, as there had been for the budget crisis. But 
there, too, trying to manage everything produced control of nothing. Thus, the outlook for Davis' re- 
election did not look bright if the GOP put up a reasonably strong candidate. Probably, the strongest 
candidate Republicans could have put up in 2002 would have been Los Angeles mayor Richard Riordan. 
But Davis intervened via TV ads in the Republican primary that painted Riordan as a flip-flopper on 
issues such as abortion. In the end, Riordan was bumped out of the running and the Republican 
nominee became William Simon, a financier who conducted a weak campaign in the general election. 

Davis won a tepid victory for a second term. But almost as soon as he was inaugurated in 2003, a recall 
drive against the governor was begun, ultimately financed by GOP Congressman Darrell Issa who hoped 
to ride it into Sacramento. In the end, however, Issa dropped out, movie actor Arnold Schwarzenegger 
dropped in, and - after a circus-like recall election with well over 100 candidates - Schwarzenegger 
emerged as the victor. In October 2003, Davis was replaced after serving less than a year of his second 
term. 


The (Temporary) Budget Crisis Terminator 

"I had big ambitions heading into my second term. I was determined to keep my reelection promises and 
take on big tough issues... The recession was past, the economy was growing again, and thanks to that 
and a lot of discipline, we'd narrowed the budget deficit... So the stage was set for dramatic action." 

Former Governor Arnold Schwarzenegger 20 

Governor Davis had formulated a plan to deal with the budget crisis. As Table 1 shows, he had 
essentially gone into the Pete Wilson mode of short-term borrowing to cover the budget deficit. What 
Davis - like Wilson - was seeking was a multi-year solution. Ultimately, he came up with a proposal to 
substitute long-term borrowing for the escalating cost of short-term borrowing. But there was a catch. 
As noted earlier, the state constitution doesn't allow long-term borrowing to cover operating expenses. 
And any long-term borrowing, in addition, requires a vote of the people for approval. 

Davis had developed a scheme to avoid these constitutional requirements but his legally-questionable 
scheme would probably not have worked, even had he remained in office. Investors would be unlikely 
to buy a legally-dubious bond offering since a court might well have voided the bonds as 
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unconstitutional and left the investors with nothing. When Schwarzenegger came into office, however, 
he had substantial voter support and projected an optimistic and sunny outlook. He ended up adopting 
the Davis plan and actually enlarging the amount of borrowing to about $15 billion. But there was one 
major difference; Schwarzenegger put the plan on the ballot amending the constitution on a one-time 
basis to permit the borrowing. He promised the voters that the state would never do such borrowing 
again. It would "throw away the credit card" and build up an enhanced rainy day fund. 21 

Voters approved Props 57 and 58 allowing the borrowing in 2004. And by that time, the underlying 
economy was improving as a housing boom began to replace the defunct dot-com boom. One might 
have assumed - based on the Deukmejian history-that being perceived as rescuing the state from a 
budget crisis would have guaranteed Schwarzenegger's re-election as governor in 2006. But there was a 
bump along the way. 

Schwarzenegger, flush with success from his campaign for Props 57 and 58, decided he would "reform" 
the state's fiscal and governance systems by calling a special election in 2005 for various ballot initiatives 
that he saw - but voters didn't - as fixing the state's underlying problems. The details are too 
complicated to go into here but the election turned out to be a fiasco for the governor and his 
popularity ratings sank. Thus, the 2006 election was not going to be a sure thing for Schwarzenegger. 

However, it was here that Governor Schwarzenegger's prior movie career provided guidance. If you 
produce a movie that flops at the box office, you fire the screenwriters and others responsible and get 
yourself a new script and a new team. Schwarzenegger did just that. He revamped his top 
administration and selected as the new script the rebuilding of state infrastructure. New roads and such 
are always appealing to voters, particularly if no taxes are raised to pay for the improvements, and long¬ 
term bonds defer the costs to some ill-defined future. Infrastructure construction also creates jobs and 
appeals to labor unions and contractors. Major infrastructure borrowing was placed before voters in 
November 2006 which they approved. 

Re-elected in 2006, Schwarzenegger announced that the year 2007 would be devoted to creating a 
universal health insurance plan for the state modeled after a Massachusetts plan (which eventually also 
became the model for the later Obama plan). But other factors began to intervene. As in the Davis 
case, poor management played an important role - but through a different channel. 

While Davis was buried in details, Schwarzenegger liked the big picture and big issues. The details of 
those issues or even prioritizing them were not the governor's forte. The budget was already causing 
problems as the fall in reserves on Table 1 illustrates. A universal health plan for the nation's largest 
state presents complex issues - but there appeared to be no detailed plan for much of 2007, just a 
broad idea. Schwarzenegger also wanted to be seen as a "green" governor and supported 
environmental programs to cut greenhouse gas emissions - even speaking to the UN on the subject to 
enthusiastic applause. In the end, the budget situation worsened, the health plan failed in the 
legislature, and only the greenhouse gas element remained. 
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Part of the state's economic problems stemmed from a housing boom - which turned into a bubble - 
and which - like the dot-com bubble - eventually burst The housing problem was fueled by a financial 
wave of flaky mortgages and related securities. Thus, a large workforce of jobs in construction, finance, 
real estate, and allied industries was at risk. 

The impact of the financial crisis became severe throughout the U.S. and, indeed throughout the world 
in 2008. And just as California had a disproportionate share of aerospace in the 1980s and dot-coms in 
the 1990s, so, too, did it have a disproportionate share of inflated house prices, speculative housing 
developments, and flaky mortgages in the 2000s. Not all of the governor's long-term borrowing 
authority of 2004 had been exhausted and so more bonds were floated. An emergency session of the 
legislature produced a set of temporary tax increases in February 2009. A special election was called to 
see if voters would extend the temporary taxes beyond their expiration dates. They declined to do so. 

The governor then came up with a draconian budget which the legislature wouldn't pass. By the 
summer of 2009, the state was handing out lOUs instead of paying all its bills. There seemed to be some 
chance that California might receive special aid from the new Obama administration. It had become a 
reliable "blue" state delivering 55 electoral votes in presidential elections to Democrats. But in the end, 
the state received its share of federal stimulus money but not more. Despite Governor 
Schwarzenegger's 2004 promise of throwing away the credit card, short-term debt again piled up. 

By the time Arnold Schwarzenegger left office, his ratings in public opinion polls were about where Gray 
Davis' ratings were at the time of the 2003 recall. In addition, there was a negative reaction to a pardon 
issued at the end of his term to the son of a legislative leader and the revelation of a family scandal 
which ended Schwarzenegger's marriage. Since leaving office, Schwarzenegger-apart from an 
uncertain resumption of his movie career - has sought public rehabilitation by speaking out on 
environmental issues and establishing a public policy institute at the University of Southern California 
(USC). 22 


Jerry's Back 

"The job (of attorney general) puts its occupant in a prime position to run for governor. Attorney General 
(Jerry) Brown issued a constant stream of news releases describing his actions in cracking down on fraud, 
gangs, and despoilers of the environment... Brown, blazing an unprecedented comeback trail, was poised 
to reclaim the office he had held more than three decades earlier." 

Brown biographer Chuck McFadden 23 

The comeback of Jerry Brown occurred in stages and included being elected chair of the state 
Democratic Party and then - for a time as a radio commentator-dropping his party registration and 
even praising Rush Limbaugh. Being aloof from partisan politics is actually an old California tradition 
going back to the "progressives" of the early 20 th century with their installation of direct democracy. So 
it is less surprising than it might seem for Brown to have adopted that position. Being nonpartisan has 
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shown up repeatedly in state politics; Arnold Schwarzenegger was often termed "post-partisan" despite 
being a Republican. And it may yet have some impact on future California budgets due to voter 
enactment of nonpartisan redistricting and nonpartisan ("top two") primaries. 

At the municipal level, nonpartisan elections are common in California. Brown's comeback involved 
being elected mayor of Oakland. But at the state level, short of the extraordinary 2003 recall, 
candidates ultimately need to have party support. Brown's move back into state political office involved 
a successful campaign for attorney general and before that campaign he resumed being an official 
Democrat. When he put himself up for the governorship in 2010, other than a short-lived effort by San 
Francisco mayor Gavin Newsom, Brown had little opposition in the Democratic primary. 24 

The Republican contest was more heated. In the primary race for the nomination, there was a three- 
way contest between two wealthy former Silicon Valley executives, Steve Poizner and Meg Whitman, 
and Tom Campbell, a one-time state budget director under Schwarzenegger, a former congressman, and 
an academic. Campbell had little money, however, and dropped out of the gubernatorial race to try for 
the U.S. senate - and failed. So the primary on the GOP side ended up with Whitman and Poizner in an 
expensive campaign in which they competed to be tough on immigration while asserting that their 
former business backgrounds would qualify them to fix the state's budget problems. 

Whitman emerged successful from the primary but now weighed down with her immigration stance. 

She tried to backpedal on immigration but it is hard to undo months of TV ads and the backpedaling 
opened her up to charges of flip-flopping. There were personal history issues such as an apparent 
physical confrontation with an employee at eBay and bad behavior of an adult son. Still, polls indicated 
that Brown and Whitman were essentially tied as of September 2010. But then came "housekeeper- 
gate," an affair in which it was disclosed that Whitman had abruptly fired her illegal immigrant 
housekeeper when the possibility of running for governor arose. The polls seemed to go against 
Whitman after that disclosure with its image of a billionaire being nasty to a poor household worker. 25 

In the end, despite a vast expenditure of personal money on TV and other advertising, Whitman lost to 
Brown, receiving fewer votes than a proposition that would have legalized marijuana in California (and 
which also lost). What was surprising in the campaign was the lack of focus on the state budget, the 
issue that was bothering the electorate. Brown indicated that his familiarity with state political 
institutions would guide him to deal with the budget and promised no new taxes without a vote of the 
people. 

Given the fact that at that point Democrats had less than a two-thirds majority in the legislature and 
that the two-thirds requirement for tax increases was (and is) part of the state constitution, as a 
practical matter, there could be no new taxes unless they were enacted by a ballot proposition. 26 
Whitman's budget solution was "running the state more like a business," a position that reminded 
voters of the now-detested Governor Schwarzenegger and the promises he made during the 2003 recall 
campaign, indeed, one of the most effective pro-Brown TV ads of 2010 was a side-by-side comparison 
of Schwarzenegger and Whitman saying the same thing. 
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The Option Man 


"Thirty years ago he preached the era of limits and now he's got it." 

Journalist Peter Schrag 27 

When Brown took office in January 2011, he had to present a budget for 2011-12 almost immediately. 
The budget plan he unveiled involved having the legislature put on the ballot a proposition to extend the 
temporary tax increases that had been enacted in February 2009 and were soon to expire. He made an 
ill-fated decision not to go the initiative petition route but instead to have the legislature do the 
proposition. Brown thought that if the legislature did it, even with minimal Republican support, the 
proposition could be billed as bipartisan. For the legislature to do the deed, a two-thirds vote was 
needed, and the Democrats lacked two thirds so a few Republicans would have to cooperate. 

Brown thought he could persuade a few Republicans to go along with putting the option on the ballot 
even though they personally opposed the tax extensions. He saw a difference between offering voters 
an option and supporting the taking of that option. And he thought that he could offer Republicans 
some things they might like in order to obtain their votes on the basis of that distinction. 

As it turned out, however, Republicans did not buy the idea that there was a difference between 
offering an option and supporting an option. Or, if they did see the difference, their core constituents 
made it clear that any such deal with Brown was a form of no-tax-increase heresy. To the distress of 
legislative Democrats, Brown kept negotiating long after they (the Democrats) viewed his effort as 
useless. Brown's experience with the legislature during the late 1970s and early 1980s, when cross¬ 
party deals were common, seemed to blind him to the fact that ideological polarization had totally 
changed the legislature as of 2011. 

The Democrats were distressed because voters had adopted in 2010 a proposition ending the two-thirds 
requirement for enacting budgets; only a simple majority was needed henceforth. But the same 
proposition required that if the legislature had not adopted a budget by the constitutional deadline of 
June 15, its members would forfeit pay for each day without a budget enactment. It was unclear, 
however, what would constitute enacting a budget. 

At the last minute, Democrats adopted what they termed a budget which Brown promptly vetoed. The 
veto itself would not have caused a pay forfeiture - the proposition did not require that the governor go 
along with what the legislature produced, only that they produced it. But the state controller - who is 
the writer of most state payroll checks (other than for UC) - decided that what the legislature hastily 
adopted had technical errors and was incomplete and thus withheld their pay. 28 In the controller's view, 
what the legislature had passed wasn't a true budget. 

Later, a court ruled that the controller had no power to decide what was and what wasn't a budget; it 
was up to the legislature to make that determination. But at the time, both the governor and the 
controller became media heroes for blocking a budget that wasn't "balanced," a misreading of what had 
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actually occurred. In any event, since it was by then apparent that Republicans would not go along with 
any feasible deal, a new budget was developed by the governor and legislature that simply assumed 
that a phantom $4 billion windfall would appear somewhere in state revenue during 2011-12. That 
assumption "balanced" the budget on paper. And this time the controller had no objections. 

Not surprisingly, however, the phantom funds did not appear. Moreover, absent the ballot proposition 
that Brown had sought to negotiate with Republicans, the temporary taxes of February 2009 expired. 

As Table 1 indicates, the result was an increase in short-term debt in the general fund by the end of 
fiscal 2011-12. 


If at First You Don't Succeed... 

"What is shocking to me coming back here after 27 years is the hyper-partisan quality of debate." 

Governor Jerry Brown 29 

Budget proposals are put together in late fall and early winter for presentation to the legislature in early 
January. Brown had learned from his experience in trying to negotiate a deal with Republicans during 
the first six months of 2011 that such deal-making would likely fail if he tried it again in 2012. So he 
didn't. Essentially, Republicans were left out of the process. 

Democrats could pass a budget with a simple majority. And temporary tax increases (they were no 
longer tax extensions since the February 2009 temporary taxes had lapsed) could be put before voters 
by the initiative process. That approach couldn't be termed bipartisan but the situation was what it was. 
And so the budget proposal for 2012-13 was built around an initiative that temporarily raised the state 
income and sales tax. 

In last year's chapter in California Policy Options, we described the process of negotiating both the 
budget for 2012-13 and the structure of the initiative. Of course, this time the negotiations were 
between the governor and legislative Democrats (and with certain Democratic constituency groups 
concerning the tax initiative). By the constitutional deadline in June 2012, the legislature had acted on a 
budget which assumed passage of the initiative - which became Prop 30 of November 2012. Automatic 
trigger cuts in spending if Prop 30 failed were also included. 

Obtaining the needed signatures in sufficient time was something of a cliffhanger. But perhaps aided by 
the fact that the secretary of state (who is in charge of electoral matters) and the attorney general (who 
writes a summary of initiatives) were both Democrats, enough signatures were validated and Prop 30 
was readied for the November 2012 general election. It appeared at the top of the ballot propositions, 
i.e., the proposition with the lowest number, thanks to a bill passed by the legislature using a maneuver 
eventually found illegal in a court challenge. Being at the top was considered advantageous for its 
enactment 30 
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In addition, another initiative had been put on the ballot - Prop 39 - which "closed a corporate tax 
loophole" that was billed as favoring out-of-state interests. Revenue from that initiative, if it passed, 
was earmarked for environmental purposes but had the potential to aid the general fund. Our prior 
chapter ended with an enacted 2012-13 budget and an uncertain outlook for Prop 30 as reported in 
public opinion polls as of late summer 2012. 


Success 

"I wouldn't be a bit surprised if the outcome is even more positive than most of you are probably 

expecting ." 

Governor Jerry Brown, speaking of Prop 30, while casting his ballot 31 

Prop 30 raised the state sales tax by 0.25 percentage point temporarily (from calendar 2013 through 
2016) so it affected virtually all state residents. But most of the additional money would come from 
temporary increases in the upper brackets of the state income tax (in 2012-2018). With the advantage 
of hindsight, we know that Prop 30 was passed by voters. But poll data taken over the summer 
suggested that the proposition was not a sure thing. In addition, an initiative for a tobacco tax 
earmarked for cancer research (Prop 29) had narrowly failed in June 2012, despite being a "sin" tax 
affecting only a minority (smokers) and being dedicated to a popular cause. That result could have 
indicated voter aversion to any tax increase. 

As far as Governor Brown was concerned, if Prop 30 failed, he would not support another tax 
proposition - or so he said publicly. 32 He also said he would not support any legislation to undo the 
trigger cuts if Prop 30 failed. "There's only, yes, we get the money... or, no, we have the trigger cuts." 33 

If Prop 30 did not pass, the trigger cuts built into the budget would subtract almost $6 billion from 2012- 
13 expenditures, in part to assuage concerns in financial markets about the state's credit. Of the cuts, 
$5.4 billion would come from the Prop 98 world (K-14) and another half billion (split evenly) would come 
from the University of California (UC) and California State University (CSU) systems. In effect, the trigger 
was on a gun aimed at what voters seem to like best: education. And the trigger was amplified by a 
decision by the CSU board to approve a tuition increase contingent on Prop 30 failing and another 
decision by CSU administrators to so-inform applicants. UC was more diplomatic and just hinted that 
failure of Prop 30 would mean tuition hikes. 34 The trigger was basically a political gamble. 

Would voters resent the trigger-and-threat approach as a kind of blackmail and turn against Prop 30? 

Or would they see it as an incentive to vote for Prop 30? in truth, no one knew the answer when the 
key decisions on framing Prop 30 were made. 

Folk wisdom in Sacramento is that a controversial proposition should start with a 60% favorable poll 
response by voters before the campaign, since opposition advertising will inevitably drive down its 
support. And even 60% may not be sufficient, as another proposition on the November ballot - Prop 37 
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requiring labeling of genetically-modified foods - showed. About three fourths of likely voters said they 
would vote for Prop 37 in September but it lost after a major opposition effort by food-related 
companies. 35 Prop 30 never even had as much as 60% support in opinion polls, however. 

Along with Prop 30 was a rival Prop 38 - an initiative sponsored by Molly Monger, a liberal wealthy 
woman who heavily funded the pro-38 campaign. Prop 38 promised more aid to education than Prop 
30. Prop 38 never did well in opinion polling. But even as a losing proposition, it might have drained 
support from 30. 36 It was unclear why its backer kept dumping money into the campaign for 38, but she 
did. As one journalist noted, the continued Prop 38 effort "shows what happens when someone enters 
the political arena with too much money and too little sense." 37 

The ballot also presented voters with Prop 32, an anti-union "paycheck protection" measure sponsored 
by Molly's conservative brother, Charles Jr., which presented a challenge to Prop 30. 38 (Paycheck 
protection measures seek to prevent union dues from being used for "politics" without individual 
member permission.) Two earlier versions of paycheck protection had been rejected by voters in prior 
elections. 39 But in 2012, there seemed to be an arrangement for a joint pro-32/anti-30 campaign. Out- 
of-state money flowed into that campaign from an organization which would not reveal its ultimate 
donors but that was reported to be backed by the conservative Koch brothers. Part of the strategy 
seemed to be to divert union money that would otherwise go toward Prop 30 into the anti-32 effort. 

As of September 2012, Prop 30 was polling with a narrow majority of 52% in the PPIC poll (with 40% 
opposed) and 51% in the Field Poll (with 36% opposed) among "likely voters." 40 However, things began 
to break in favor of Prop 30. The early advertising for rival Prop 38 explicitly attacked Prop 30, but Molly 
Munger eventually agreed that later advertising would simply support 38 without attacking 30 (so both 
would not fail). A controversy and litigation erupted over the hidden, out-of-state funding for the pro- 
32/anti-30 campaign which likely added to support for 30. 41 

Out-of-state interests are not popular with voters as shown by their early and continued support for 
Prop 39, billed as closing a tax loophole for out-of-state corporations. (Prop 39 was polling so well in 
September that its chief backer, financier Thomas Steyer, pulled its supporting TV and radio ads.) Unions 
did divert money to fight 32 but they used a mirror image anti-32/pro-31 joint strategy for their 
campaign. 

As the Appendix to this chapter shows, the major unions in California's public sector are the Service 
Employees International Union (SEIU) and the California Teachers Association (CTA) along with other 
teacher organizations. (See Appendix Chart A.) The campaign contributors for and against Prop 30 are 
also shown (Appendix Table A) and, not surprisingly, SEIU and CTA were key supporters of the pro-30 
campaign. If the strategy of the opposition was to divert union money to fighting Prop 32, it appears the 
strategy failed. It was offset by combining the pro-30/anti-32 campaigns. And the tunneling of money 
through a secretive entity made the entire anti-30/pro-32 campaign suspect and controversial. 

Despite its poor credit rating, the state was able to float a general obligation bond at a record low 
interest rate in September, seeming to suggest that financial markets saw California's fiscal situation as 
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manageable. The so-called "Amazon tax" - the sales tax due on online purchases from internet 
suppliers with some presence in California - began to be paid into the state treasury. 42 The state (and 
national) economy advanced at a sluggish pace - but advancing, even slowly, promised to help both 
state revenues and public impressions of an improving situation. 43 

Brown was able to sign legislation supported by both business and labor to reform the state's workers' 
compensation system. 44 With support of business groups, the state reopened some of its trade- 
promotion offices abroad. The California Chamber of Commerce remained neutral on Prop 30 but some 
businesses and business groups were supportive. 45 He signed a compromise bill reducing future costs of 
state and local public pensions. 46 That bill was seen as taking the pension issue off the table prior to the 
vote on Prop 30, thus defusing the argument that any additional monies from the proposition's tax hikes 
would just flow into pensions. And he signed a bill extending the state's film and TV credit tax which 
had labor and management support within the entertainment industry. 

On the other hand, Brown vetoed bills he characterized as wasteful, thereby indicating to voters that 
they had a champion of fiscal restraint in their governor. He also vetoed some bills favored by unions, 
thus showing that even though unions were major supporters of Prop 30, he was not in their pocket. 

The result of these actions was a sense created that Sacramento affairs were on the mend or at least 
under adult supervision. To the extent that critics opposed aspects of his budget plan. Prop 30, or other 
policies, Brown simply answered that "I play the cards I'm dealt." 42 

As it turned out, one of the dealt cards was the presence of inaccurate polling. In late October, Brown 
walked into a coffee shop in San Diego and asked the employees if they had heard of Prop 30. Most had 
not, despite the barrage of TV advertising then on the air. 48 Yet when pollsters called respondents about 
Prop 30, there were relatively few "don't knows." That discrepancy is not surprising once it is 
understood that the pollsters tell the people they ask what the issue is about so that "don't know" 
means "I don't know what to think about what you just told me" and not "I've never heard of the issue 
and so don't know anything about it." 

As Table 2 illustrates, the poll results on the eve of the November 2012 election put Prop 30 in a 
marginal position at best. No poll showed a clear majority favoring Prop 30, given the don't knows. Just 
as there is folk wisdom that controversial initiatives should start with 60% approval, there is also folk 
wisdom that the don't knows end up voting "no" rather than figure out what their opinion should be. 

So there began to be speculation in the news media about the impact of the impending trigger cuts and 
early critiques of Brown's campaign for Prop 30. Lieutenant Governor Newsom - who has ambitions to 
drop the word "lieutenant" from his title - criticized the Brown campaign in a radio interview in mid- 
October. 49 In the end, the polling and punditry were wrong and Prop 30 passed with 55% support. 

There was much hand wringing after the election about where the polling errors had occurred. Maybe it 
was more youth vote than expected. Maybe newly registered voters made the difference. But the truth 
seems to be that while these explanations may partly explain part of the discrepancy, much is 
unknown. 50 A 55% victory for a controversial proposition - raising taxes - that had well-funded 
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opposition is a strong result. Yet even before Prop 30 fell below 50% in the opinion polls, the outcome - 
if the proposition won at ail - was expected to be a squeaker. 

As expected, Prop 39 also passed (by 61%) - which put some added money into the general fund. Prop 
32 - the paycheck protection initiative that had been paired with the campaign against Prop 30 - lost, 
receiving only 43% of the vote. Innovative use of social media to supplement the barrage of TV 
advertising was an important feature of the pro-30/anti-32 campaign. The Democrats upped their 
representation and won a bare supermajority in the legislature, potentially depriving Republicans of a de 
facto veto of future legislative tax increases. Brown, however, promised that he would not support 
future taxes without a vote of the people, his original 2010 campaign platform. 

In theory, with a supermajority. Democrats could both pass tax increases and override a gubernatorial 
veto. In practice, however, neither was likely to happen given Brown's stance. One-time Republican 
leader in the state senate Jim Brulte commented that although legislative Democrats should be grateful 
to Brown for his campaign, "the half-life of gratitude in Sacramento is about a week." 51 But the political 
limits were more important than gratitude. 

What had given Democrats in the legislature their supermajority were prior electoral changes involving 
redistricting and the non-partisan "top-2" primary. As it turned out, Democrats figured out how the 
new election institutions changed the game better than Republicans. The marginal Democrats who 
pushed the total to two-thirds of the legislative seats came from "swing" districts and would have to 
answer to Republican voters as well as Democrats in their districts. They were unlikely to want to be 
seen as tax-raising profligates who would go against their own governor's fiscal restrictions. 

The politics were clear to the Democratic legislative leaders in the assembly and senate who reinforced 
Brown's cautionary note. When one state senator proposed raising the so-called "car tax" using the 
supermajority, he quickly was made to backtrack. 52 In any event, for the rest of the fiscal year, the 
Democrats sometimes had a supermajority and sometimes didn't, owing to mid-year turnover of some 
legislators. 


Biblical Prudence and Budget Cosmetics 

"We need the prudence of Joseph going forward over the next seven years and I intend to make sure that 

that's the story that we look to for our guidance 

Governor Brown after the November 2012 election 
referring to the Biblical story of Joseph advising the Pharaoh 
and to history's first rainy day fund 53 

With the passage of Prop 30, Brown was suddenly a political genius. And Lieutenant Governor Newsom 
was reminded of his pre-election radio and other criticism of Brown's Prop 30 campaign by a post¬ 
election tweet from Brown's press secretary containing a link to the song "Are You Lonesome 
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Tonight." 54 There was a general sense of a California comeback, not only in the state but nationally, 
particularly in contrast to the congressional gridlock in Washington, D.C. over "fiscal cliffs" and debt 
ceilings. Talk of possible general tuition hikes at UC and CSU ended. Charles Munger, Jr., who had 
backed the unsuccessful anti-30/pro-32 campaign, looking over the election results, reflected that "Our 
role as Republicans for awhile will be to choose the best Democrat." 55 But once the post-election 
excitement ended, the governor faced the task of putting together a budget for 2013-14 that would 
have to be unveiled in January. 

And not all the fiscal news was good. The state budget for 2012-13 assumed revenue from cap-and 
trade auctions of pollution credits. But the first auction in November produced less money than 
forecast. And litigation was challenging the entire program. There were uncertainties about potential 
Medi-Cal (Medicaid) costs to the state under the Obama health plan as newly-insured individuals were 
brought into the system. On the other hand, an appeals court upheld earlier reductions in state 
payments to Medi-Cal providers. 

One budgetary challenge was cosmetic. As it traditionally does, the Legislative Analyst's Office (LAO) 
issued a budget outlook report in November. Basically, LAO uses updated information on expenditures 
and revenues - combined with a revised economic outlook - and applies that information to the 
enacted state budget. The result is production of a revised estimate of how the immediate fiscal year 
would conclude and what might happen thereafter. Although the governor's budget for the upcoming 
fiscal year does not have to be presented until January, both the governor's Department of Finance 
(DOF) and the LAO have the same information. But they have different motivations. 

Governor Brown wanted to be able to say - after the passage of Prop 30 - that given his much- 
advertised fiscal prudence - all was now well in state finance. In principle, the general fund should end 
each fiscal year with a positive reserve. But the prior year, 2011-12, had ended with a negative reserve. 
As Table 3 shows, on a cash basis in fact, the reserve was a negative $9.6 billion. And on an accrual 
basis, it was a negative $2.9 billion when estimated originally by the governor. Now accrual and cash 
accounting are bound to be different but the gap between the two figures should make you 
uncomfortable, particularly because the state publishes no reconciliation. 

When LAO did its November update, its estimate on an accrual basis was that the prior year's ending 
reserve had actually been a negative $1.9 billion. And when the governor put out his January budget 
proposal, he had it at a negative $1.7 billion. The issue going forward was that the LAO saw the 2012-13 
fiscal year ending with a slightly negative reserve - which didn't fit with the governor's "ail-is-now-well- 
after-Prop-30-and-me" narrative. When the governor presented his January budget, he had the ending 
reserve for 2012-13 (as of June 30, 2013) be slightly positive. Note that we are talking about the already 
enacted 2012-13 budget to this point, not the proposed budget for 2013-14 (to be discussed in the next 
section). The slightly positive figure, although it varied somewhat, remained in the governor's May 
revise proposal and in his June estimate of the final result. But as Table 3 shows, the cash statement of 
the state controller shows a negative ending reserve for 2012-13. 
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Now you could argue that a little cosmetology on budget figures doesn't matter. The LAO, even though 
it projected a negative reserve in the general fund for the end of 2012-13 at the time of its November 
2012 review, nonetheless saw a brighter outlook ahead due to a combination of Prop 30 and a 
recovering state economy. But actually, there is a problem with elastic budget accounting. Fiscal 
cosmetology has costs, not to the budget but to the making of sound budget policy. 

In theory, accrual accounting assigns revenues and expenditures to the period in which they actually 
occur. It should be a better guide to policy than cash accounting which can be affected by accidents of 
timing. If a check arrives on June 30 or July 1, there should be no real implication for policy but there 
will be in cash accounting but not accrual. The problem with accrual, as found in California budgeting, 
comes not in theory but rather in practice. In actual state practice, revenues and spending can be 
moved around under accrual accounting for reasons of appearance. Such discretionary accrual can 
distort perceptions rather than make them more accurate. 

It is important to note that elastic accounting did not start in November 2012, nor was it an invention of 
Jerry Brown. Unfortunately, it is a long tradition. We flag the issue here because the best time for fixing 
the problem is when the budget is not under strain. During periods of crisis, considerations of 
consistent accounting are inevitably submerged by circumstances. The LAO could flag the use of elastic 
accounting and produce consistent figures. But even though it is non-partisan, LAO does answer to the 
legislature and the legislature, just as the governor, likes flexibility in accounting. At one time, the state 
did have an independent budgetary review agency and one could be recreated. Absent such an entity, 
fuzzy methodology is likely to prevail. 


Hints of a Better Era 

"We are beginning a new era in California. I think it will be a better era." 

Senate president Darrell Steinberg 56 
"By the way, living within our means means we don't get everything." 

Governor Jerry Brown 57 

It is common practice for governors to leak out hints of what their January budget proposal will contain 
before making the formal announcement. The main leak of substance was that the governor would be 
proposing a change in the structure of funding for K-12 education. In essence, since Prop 13, the state 
had been a key funder of public schools. A hodge-podge of an allocation system had developed based 
on average daily attendance and then topped by various categorical programs for particular school 
activities. 

Educational reformers had argued that funding should vary by child so that students with more difficult 
educational problems (such as lack of basic English) should receive more money than others. Of course, 
that is an abstract concept. Any change in funding structure might advantage some districts and 
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disadvantage others in terms of per-student state allocations. Governor Brown had tried to implement 
K-12 funding reform in his 2012-13 budget, but the outcry from school districts that saw themselves as 
fiscal losers killed the plan. Governor Brown let it be known that he would again be producing a 
proposal based more on student needs than on body counts. But details were not provided ahead of 
the official budget unveiling. 

Other bits leaked by the governor involved some kind of plan for improved efficiency in higher ed. 
Republicans tried to enter the pre-budget proposal discussion with a demand that UC and CSU tuitions 
be frozen for seven years since, they argued, voters had enacted Prop 30 with that understanding. But 
the problem for GOP legislators was that once they had not compromised with Brown during his first 
budget cycle, they had been largely cut out of the process. With fewer seats during the third cycle than 
in the second, Republicans had even less influence than before. One Democratic assemblyman quipped 
that his Republican colleagues could busy themselves with "some great new smartphone apps" while 
the Democrats worked out the budget without their participation. 58 

Budget compromises for 2013-14 would have to be negotiated, but the negotiations were between the 
governor and the Democratic legislative leaders. During previous governorships, final budgets were 
often produced by negotiations among the so-called "Big 5," the governor, the two Democratic 
legislative leaders and the two Republican leaders. But the two-thirds requirement to enact a budget no 
longer existed which undermined the leverage of the minority Republicans. And whatever incentive 
there might have been for even a courtesy inclusion had been lost in the first budget cycle. 

All of the pre-budget unveiling discussion, as well as the actual formulation of the January budget 
proposal, came against a backdrop of uncertainty stemming from federal fiscal gridlock. It appeared 
that Congress might run over the federal "fiscal cliff" which would have meant sudden tax hikes as of 
January and a possible slowing of the economy as a result. A slowing national economy - if it occurred - 
could cut into expected state tax revenue. 

As it happened, a deal was cut in Washington around the January 1 deadline. And the fiscal cliff threat 
might have actually added to state tax revenue as high-end taxpayers may have taken capital gains 
before the end of calendar 2012, hoping to avoid potential higher tax rates in the future. 59 It turned out 
that the state received significantly more income tax revenue than forecast, possibly due to that 
circumstance. But the windfall of receipts was not known when the 2013-14 January budget proposal 
was unveiled, although it was to influence budget negotiations six months later. 

Something to Remember Me By 


"Clearly, he wants a legacy." 

Professor Kimberly Nalder, Cal State-Sacramento, commenting 
on Governor Brown's 2013-14 State of the State message 
and his post-Prop 30 budget priorities 60 
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When the budget was unveiled, as expected, there was a formal proposal for restructuring K-12 finance 
known as the Local Control Funding Formula (LCFF) and a proposal for a higher education tuition freeze 
and performance standards related to such measures as time-to-graduation. Prison realignment - 
transfer of less dangerous prisoners from the state prisons to county jails and supervision - would 
continue (albeit not to the level courts were demanding). State tax breaks for "enterprise zones" - 
zones set up by local governments to entice businesses and jobs - would be ended on the grounds that 
the zones were not effective. Funds from the zones would be rechanneled to a more effective job 
creation plan. 

There is no doubt that Prop 30 plus the economic recovery had changed the budget outlook. But not 
everyone was pleased with the governor's 2013-14 budget plan, notably advocates for the court system 
who argued that courts were underfunded and were functioning with delays and service reductions. 

Part of the difficulty in political terms was that state judges themselves were involved in an internal 
dispute over administration of their branch of government which made presenting a united front to 
Sacramento difficult. 

Advocates for the school system were generally pleased with an end to a budget squeeze, but the 
details of the governor's restructuring plan were controversial. With more money in the pot than in the 
prior year, it could be said that even districts that were not winners under the revised formula (districts 
without large numbers of students from disadvantaged backgrounds) would gain something. But 
obviously, they would gain more from retaining the old system of fund distribution. The governor also 
was able to divert some of the Prop 39 environmental money into K-14 for energy saving building 
upgrades. Such a diversion helped satisfy the Prop 98 guarantee but did not necessarily put the 
earmarked money to its best environmental use. 

The UC regents praised Brown effusively at their meetings (at which he showed up as an ex officio 
regent). But UC administrators worked behind the scenes to reduce the degree of budget-related 
mandates in the budget plan, largely by promising to do what was wanted "voluntarily." Under the 
state constitution, UC has a degree of autonomy. Moreover, only about one in 10 dollars of its total 
budget comes from the state. That dollar is roughly matched by student tuition and the combination 
(state+tuition) covers "core" educational functions. (The rest - roughly eight dollars in 10 - comes from 
hospital revenues, research grants, fees for co-managing the Department of Energy labs, and other 
miscellaneous sources). CSU and the community colleges, which do not have a special place in the state 
constitution, were more exposed to budgetary conditions and mandates. 

In broad terms, when you look at Table 4, the final budget looks much like the January proposal. But 
what is surprising is that the forecast inflow of funds in the budget in January is actually a bit higher than 
later forecasts. Yet the seeming windfall - about $5 billion - of income tax revenue described earlier 
that may have related more to the Washington fiscal cliff than anything specific to California began to 
influence the legislature's view of the budget. Maybe things were even better than they appeared in 
late 2012 when the January 2013 proposal was put together. Maybe there was more to spend than the 
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governor recognized. Maybe all or much that had been cut during Hard Times could be restored, 
particularly in the area of social welfare programs. Maybe - even if the windfall didn't last - revenue 
could be obtained from a tax on petroleum if what some saw as a potential oil boom materialized. 61 

In the background of the better times in Sacramento were the aftershocks of the Great Recession on 
certain cities and ongoing state vs. local tensions. During the years of the state budget crisis, various 
diversions of local revenue were used to support the state budget. By 2013, some cities with high-tech 
revenue bases such as San Francisco, San Jose, and Santa Monica were doing well. But there were the 
notable bankruptcies of Stockton and San Bernardino and struggling cities such as Riverside in the heart 
of the foreclosure belt. The earlier state budget crisis had killed off local redevelopment agencies. Now 
local enterprise zones were due for termination under the budget proposal. 


Things That Could Have Gone Wrong 

"California has once again confounded our critics." 

Governor Jerry Brown in his 2013 State of the State address 62 

"Don't know if it's a setback. I mean, look, sh*t happens." 

Governor Jerry Brown commenting on defects 
in the Bay Bridge replacement 63 

When one looks back at history, what occurred often seems to be the inevitable workings of events - 
one leading to another. With hindsight, we know that the Brown budget for 2013-14 was enacted on 
time and ultimately with more or less what he wanted, as will be detailed below. But it was not 
inevitable that everything would have ended that way. Prop 30 might not have passed. The economy 
might have stalled. Either circumstance would have choked off revenue and produced a much different 
budget outcome. 

In less advantaged times, and with more of an effective opposition in the legislature, there were many 
events in various stages of unfolding that could have undermined the governor's credibility or fueled 
opposition. The governor supported high-speed rail between Southern California and the Bay Area. But 
the initial plan, thanks to a complicated entanglement with Washington, had the first segment to be 
built between Fresno and Merced. That segment was not exactly a dense corridor in which heavy 
passenger usage could be anticipated. 

Although opponents of Prop 30 made reference to high-speed rail as an example of a Sacramento 
boondoggle, the fact that the plan was not more advanced than it was did not allow it to become a 
magnet for controversy. Essentially, all that existed was a plan. No track had been laid. And in mid- 
April 2013, the winning bidder for the first segment of the proposed rail line ostensibly asked a lower 
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price than had been anticipated while at the same time a lawsuit challenging the line on environmental 
grounds was settled. 64 (Well after the budget was enacted, a judge ruled that the funding plan did not 
meet legal requirements. The full consequences of that decision are not known at this writing but its 
later timing meant that the 2013-14 budget process was unaffected.) 

Governor Brown favored a massive state water project which had echoes of the "peripheral canal" plan 
that had been rejected by voters during the second term of his first iteration as governor. The new plan, 
among other elements, involved construction of two large water tunnels in the Sacramento-San Joaquin 
Delta area, and ultimately would attract a similar north vs. south water debate to the one that killed the 
earlier canal. But the water project was even more of an abstraction than the rail system. 

For the project to be constructed, the legislature would have to rework an earlier water bond proposal 
that had been repeatedly postponed and then put it on the ballot. None of that had occurred when 
Prop 30 was under consideration or when the 2013-14 budget was being debated although the tunnel 
plan was certainly mentioned in the governor's 2013 State of the State address (as was the rail plan). A 
PPIC poll suggested that voters were split on both the rail and water projects (when they were 
described). But no one was asking the electorate to do anything about either one. 65 

Less abstract was the state's construction of a replacement of a major segment of the Bay Bridge by the 
state. There was a steady rain of disclosure of scandal and incompetence surrounding that project. 
Inspections for some components had been falsified. In other cases, inspected or not, defective parts 
had been used. The Bridge segment was targeted to be opened by Labor Day 2013 but information 
available at this writing indicates that the target will be met only by temporary fixes. Unlike the 
proposed rail system, the Bridge was under construction and visible during the budget process. But its 
problems never caught on as an issue during the Prop 30 campaign or the passage of the 2013-14 
budget. Perhaps the public saw it as a local matter rather than a state affair even though it was a state 
project. Governor Brown let it be known he would not attend the opening ceremony and would be out 
of the state when it occurred. 66 

Harder to avoid was a scandal in the state parks system. During the years of budget crisis, there were 
threats to close parks due to fund shortages. Park advocates had put an initiative on the ballot to raise 
motor vehicle fees for the parks, which failed. Private fundraising and attempted rescues by localities 
were undertaken. Then it turned out there were "hidden" park reserve funds that could have been used 
to keep the parks open. Audits suggested the result was a combination of deliberate malfeasance - 
although not for obvious reasons - and incompetence. The official in charge was replaced. Another 
official resigned and paid a fine. The total monies involved were on the order of a rounding error in the 
larger state budget but the scandal produced headlines. 

Once a hidden funds scandal had been discovered in the parks, journalists looked for other hidden funds 
and found some at Cal Fire, which had diverted some funds from legal settlements to an external 
nonprofit entity. The Cal Fire revelation led to legislative hearings and had the potential to create a 
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wider controversy because of ongoing litigation by rural residents over a fire-fighting fee imposed by the 
state. But the legislative hearings and announcements of audits of state agencies to detect any other 
hidden funds seemed to end the controversy. 

There was a finding that fees paid by motorists for special license plates to benefit particular causes 
were somehow not always being directed to those causes, but the information came and went without 
definitive action. The Department of Toxic Substances Control turned out not to have collected $100 
million in fees owed by polluters for a quarter of a century for cleanups of contaminated sites. Yet there 
were real issues apart from just the particular hidden or misdirected or non-collected monies 
uncovered. 

The inability to reconcile the state's budget on a cash basis and on an accrual basis, for example, reflects 
a defect in basic bookkeeping and has fiscal policy ramifications. There is a tendency to view 
accounting, bookkeeping, and transparency simply as devices to conduct forensic audits, i.e., to search 
for illegal activities and misdeeds. For example, one do-good organization that awarded California's 
level of budgetary transparency an F did so largely on that ground. 67 But there need not be anything 
illegal occurring, and yet poor fiscal policy may be in place. It's not just transparency, i.e., ease of finding 
raw information that is needed. There need to be consistent definitions. Furthermore, those definitions 
need to accord with common-sense English terminology that the public can understand. 

Opponents of Prop 30 certainly made reference to the parks scandal. But timing seemed to matter. The 
worst of the revelations occurred before the major push for Prop 30 occurred. And then it appeared 
that the problem had been fixed in that the hidden funds were being used to prevent park closures. The 
Cal Fire scandal occurred after the Prop 30 campaign but could conceivably have affected the later 2013- 
14 budget process. 

Apart from these issues, there was the matter of public pensions in California including the large 
CalPERS plan (covering most state employees except UC and many localities) and the CalSTRS system 
(for school teachers). Since pension funding was discussed in last year's California Policy Options 
volume, that analysis won't be repeated here. Suffice it to say that the issue has created tensions 
between public sector unions and California's state and local governments. 

Had Meg Whitman won the governorship in 2010, there would have been a battle royal over the 
pension issue since she had campaigned on drastic changes. 68 Brown in contrast had said there should 
be reforms of some kind that would be fair to taxpayers and public employees - but during the 2010 
campaign he did not say what those reforms were. Brown ultimately had gotten a pension reform bill 
through the legislature in September 2012 at a time when the Prop 30 campaign was underway. The 
issue had the potential to create a divide between the governor and public sector unions which would 
otherwise be a base of support, both monetary and in-kind, for Prop 30. 
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Nonetheless, with furloughs ending and pay raises in sight as labor contracts with the state expired. 
Brown's relation with the unions was more cordial than had been the case under Schwarzenegger. 
Indeed, Brown had explicitly promised to avoid "Bouiwarism" in dealing with state unions, an obscure 
reference to a mid-20 th century GE executive known for hard-line negotiating tactics. 69 In part because 
public pensions were depicted as more generous than what was usually available in private 
employment, the legislature enacted a plan - really a study to see if a true plan was possible - to 
provide a pension vehicle through the state for private workers. 70 In any event, in Brown's view he 
needed a pension bill enacted - even if it was at the displeasure of public sector unions-to assure 
voters that Prop 30 money would not be eaten up by retirement funding. 

That logic was ultimately persuasive and, as described earlier, unions did strongly support Prop 30. The 
pension debate was defused at the state level although unions at the local level have filed court 
challenges to certain provisions of the legislation. The pension issue was also being contested in court 
by bondholders of bankrupt cities such as Stockton and San Bernardino who argued that pension 
liabilities should not be privileged relative to other city debts. There was a brief tangential flurry when 
it was revealed in January 2013 that certain CalPERS management personnel had held dual jobs at the 
agency, apparently to evade restrictions on paying them overtime. The Brown administration effectively 
halted the practice although there were claims that it saved money regarding a computer project. 71 
Similar activities in other agencies including the prisons were also revealed. 

Even a claim of saving money was hard to sustain when it came to the computer system for handling 
state payrolls. At most, all that could be said for that affair was that it involved reducing losses. The 
state has had difficulty mounting new computer systems for a variety of purposes. Sadly, the payroll 
system was no exception. In February 2013, the project to replace a 1970s-era system was terminated 
after unsatisfactory performance of a new system (and reported expenditures of $373 million). 72 A state 
senate investigation of what went wrong was delayed until summer 2013, i.e., after the budget was 
enacted. Brown may also have benefited from the fact that the payroll system is under the jurisdiction 
of the separately-elected state controller, John Chiang. Chiang ultimately had to defend the decisions 
involved, not Brown, even though the costs were ultimately borne by the state's general fund. 

A final issue that might have upset the budget plan was the state prison system and a problem Brown 
inherited from the Schwarzenegger era. Federal courts were demanding that California reduce its 
prison population - which substantially exceeded the official capacity of its prisons - on the grounds 
that overcrowding and lack of adequate medical facilities were violations of the federal constitution. 
Brown's solution was realignment - moving state prisoners to local county jails and parole systems - 
ostensibly with funding for the counties to handle the influx. However, even with realignment, the 
prison population was not reduced to the levels demanded by the courts. 

Realignment was unpopular with the counties and generally local law enforcement saw it as potentially 
creating more crime since there would ultimately be releases of individuals who would otherwise be 
incarcerated. There were anecdotes of crimes committed by such individuals but at the time of the Prop 
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30 campaign, there was little in the way of hard data that would document a bump up of crime rates. 
Moreover, Brown was able to play both sides of the issue. On the one hand, he did support 
realignment. But on the other hand he kept filing appeals of court decisions demanding more prison 
population reductions. So he could argue that realignment was the product of irresponsible federal 
judges and law firms appointed by courts to represent inmates and that he was doing his best to keep it 
in check by proposing the least distasteful plan possible. 73 

The most recent annual crime data which were not available during the Prop 30 campaign or during the 
subsequent budget process actually do show a slight increase in the violent crime rate after a long 
period of decline, as Chart 3 indicates. 74 One announced GOP candidate for governor when and if 
Brown runs for re-election in 2014, former Lieutenant Governor Abel Maldonado, has indicated he will 
make crime and realignment an issue. Meanwhile, whether the increase in crime is a one-time blip or is 
causally related to realignment is not known. 75 

One might have expected that the property crime rate rather than the violent crime rate would show an 
effect of realignment since individuals bumped out of county jails would more likely be in that category. 
But the blip in the official crime figures - as noted above - came too late to influence the Prop 30 
campaign or the budget process. And, as also noted, Brown had the ability to be both for and against 
realignment. 

In the end, however, a key reason why issues from prisons to pensions to water did not upend the 
governor's 2013-14 budget was the weakened state of the Republican opposition. Although the 
governor had a friendly dinner with Republican legislators in March 2013, he really didn't have anything 
that he needed from them. And they had nothing to offer him. As Brown later put it, " While we don't 
have one-party rule in California, at least we have a diminished opposition. And hopefully that will bode 
well." 76 

Revelations that might in earlier years have given GOP legislators traction simply didn't have that impact 
in 2013. Issues would arise such as a finding by the Legislative Analyst that the prison system was not 
collecting all it could for its medical system from the federal Medicaid program, but such revelations 
would dissipate with little effect on budget outcomes. As noted, the state seemed to be unable to 
update its various large-scale computer systems without cost overruns and failures. But the headlines 
came and went. When the Cal Fire hidden funds story broke, Governor Brown said it was "a relatively 
boring story" and despite criticism for that statement, the issue faded. 77 

The Budget Process 

"That's life - life is obstacles. I didn't get to be governor 37years later by not overcoming obstacles." 

Governor Jerry Brown commenting on 
complaints by business leaders 78 
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Of course, not ail news was bad for the budget by any means. As described, there was the January 2013 
$5 billion windfall. Later that month, one of the three bond rating agencies - Standard and Poor's - 
raised its grade for state general obligation bonds from A- to A. 79 (Fitch waited until August 2013 - after 
the budget was enacted - to make the same upgrade.) In principle, an improved bond rating would 
allow the state to borrow at lower interest rates than had previously been the case. (Ironically, 

California shortly thereafter sued Standard and Poor's for its faulty ratings of mortgage securities which 
played a major role in the 2008 financial crisis and the losses by the state's two largest pension funds: 
CalPERS and CalSTRS.) 

Essentially, however, absent a fiscal crisis, once the governor submits the January proposal, the 
legislature holds hearings but doesn't do much more than that on the budget until mid-May when the 
governor submits the "May revise," a modified proposal that reflects later data on revenues and 
expenditures and on the general economic outlook. In the case of California, the economy looked to be 
continuing on a slow but steady recovery. While at one time, the federal sequester might have 
especially hurt California due to its large military-related sector, the shrinkage of that sector after the 
Cold War ended made the state less affected by Washington problems than it would have been in the 
past. 

But the economy and broad revenue projections are not the only influence on the May revise. The 
interim months between January and May give interest groups a chance to suggest, protest, or endorse. 
And the Legislative Analyst weighs in with detailed comments on particular elements of the budget. 

For example, the Analyst questioned the legality of certain proposed uses for fees and cap-and-trade 
revenues. Under Prop 13, tax increases are subject to a two-thirds vote whereas user fees are not. 

Thus, before Prop 13, the tax vs. fee distinction was not important but after 13, defining just what a fee 
was took on new significance. Indeed, as late as 2010, the electorate - while freeing the enactment of 
the budget from the supermajority requirement - tightened the fee definition. 

The Analyst believed that some uses the governor had proposed went beyond the allowable purposes. 80 
Brown had expressed dislike for the Legislative Analyst's Office well before these evaluations; it is 
doubtful that they improved his disposition. In the previous September, he vetoed a bill which would 
have had the LAO convene a study group to set goals for higher education, saying the topic was "way 
too important to be delegated to the Legislative Analyst." 81 

The Legislative Analyst was more positive about the governor's proposal to restructure the funding 
formula for K-12, although some tweaks were recommended, particularly regarding English-language 
learners. However, the diversion of Prop 39's revenues that were seemingly dedicated for general 
energy efficiency toward K-14 energy efficiency projects and the governor's counting of that spending as 
part of the Prop 98 guarantee were questioned by the Analyst. (The Legislative Counsel, in effect the 
legislature's lawyer, appeared to agree with the Analyst.) The Analyst also noted that the impact of the 
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federal health insurance plan ("Obamacare") on the state's Medi-Cal program was not reflected in the 
budget proposal. And it was noted - as mentioned earlier - that California's problem with providing 
prisoner mental health programs could be reduced if the state were more effective in seeking federal 
reimbursement through Medi-Cal (Medicaid). 

Hearings and reports suggested a residue of problems stemming in whole or in part from the Great 
Recession and its aftermath. Community colleges are "protected" by Prop 98 but the K-12 component 
of K-14 is the political powerhouse. The community colleges - which are supposed to function as 
inexpensive paths to the first two years of college and as colleges of last resort for those not qualifying 
for UC or CSU - had experienced particularly large budget cuts. 82 Nonetheless, the governor wanted the 
community colleges to assume responsibility for adult education programs that had previously been 
handled by K-12 school districts. 

Furloughs of state employees helped deal with the immediate budget crunch but with involuntary time 
off, employees reduced their use of paid personal leaves and vacations, thus building up a future liability 
for the state. All pension plans' portfolios were adversely affected by the financial crisis but CalSTRS 
became particularly underfunded. Unlike the CalPERS' board, the CalSTRS trustees cannot raise 
contribution rates on their own motion; the legislature must do the mandating. UC's regents can in 
principle set contributions at whatever level they like. But they cannot order the state to pay for them 
so, absent state cooperation, raising tuition is their alternative. 83 

Similarly, K-12 schools and community colleges were owed money on the Prop 98 "credit card" as a 
result of past suspensions of the guarantees under that proposition's formulas. Governor Brown liked to 
refer to external debt service on bonds plus all of these other liabilities as the state's "wall of debt." But 
there was no pretending that all of these liabilities were going to be resolved quickly just because of the 
improved budget outlook. 

Even though a final budget is due to be enacted by the legislature by mid-June, the period between the 
initial proposal by the governor in January and the May revise is ultimately a quiet time. But - as noted 
- there were reminders of the convoluted fiscal institutions that developed as the state has struggled 
through budget crises and attempted to find ways around the various voter-mandated and other 
strictures in budgeting. For example, in March 2014, the Board of Equalization imposed an (annual) 
increase in the excise tax on gasoline to be offset by an equivalent (revenue neutral) drop in the sales 
tax on gasoline. Why? The sales tax was earmarked for local transit agencies, while the excise tax goes 
for state transportation programs. The excise tax could thus be used to pay the debt service on state 
transportation bonds that was previously met by general fund revenue. As a consequence, therefore, 
general fund revenue could be freed up for other purposes. 

Although Prop 13 tended to create an interconnection between state and local budgets, and although 
the state had arguably raided local revenue sources in the aftermath of the Great Recession, the 
problems of the localities did not loom large in Sacramento during the period leading up to the May 
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revise. Indeed, there continued to be a search for eliminating state mandates of local activities, not to 
give the locals the freedom to eliminate the activities, but to find activities which - if they weren't 
mandated - the locals would perform anyway. 84 Mandates from the state to the locals must be funded 
by the state; activities which are "voluntary" at the local level are paid for locally. 

The bankruptcies of Stockton and San Bernardino were in the news. And there were reports about 
litigation by local governments against the state as the latter tried to collect what it said it was owed 
due to the earlier termination of local redevelopment agencies. But the governor seemed more focused 
on the external world, specifically a trade promotion trip to China. The adage about all politics being 
local did not appear to apply to California. 

In some respects, the period before the May revise is similar to that shortly before the January budget 
proposal. There are hints and leaks about what the revision will contain. The governor's proposed K-12 
redirection of funds toward low-income and disadvantaged districts was provoking opposition from 
districts that feared they would lose out. Brown promised that his opponents were "going to get the 
battle of their lives" if they tried to kill the plan. 85 More generally, he warned Democrats that they 
should not assume windfall revenue in making their spending proposals - although a windfall had 
seemed to occur. "The revenues, guys, wait 'til the May revise," said the governor in what may have 
been inadvertent rhyme. 86 


Revise and Dissent 

"They don't call me Moonbeam any more... We're getting things done. We're building the foundation 

for a renewed California." 

Governor Jerry Brown 
April 2013 interview with the Financial Times 87 

Although the policy issues - particularly the K-12 funding reforms - were well known before the May 
revise was released, the most contentious question involved revenue projections. With more tax 
receipts coming in than had been anticipated when the January proposal was made public, would more 
optimistic projections be made for the coming fiscal year? If so, there could in principle be more 
spending on various programs. As Table 3 indicates, the governor was willing to up the revenue 
estimates for the then-current fiscal year 2012-13. But Table 4 also shows that he did not push up 
revenue estimates for 2013-14. In fact, somewhat less revenue was assumed than in January with the 
lower amount attributed to a less robust state economic recovery due to the congressional sequester. 

Note that the revenue estimates are not the same thing as the actual revenue that will be received. If 
"conservative" figures are used and more money comes in than estimated, the result will be a 
somewhat bigger reserve than initially projected. In effect, a rainy-day fund accumulates. Recall as well 
that when cash estimates of the reserve in the general fund by the state controller are considered, the 
fiscal year 2012-13 did not in fact end with a positive reserve, contrary to the accrual estimates of the 
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governor. The more dollars that might accumulate in the genera! fund over the course of 2013-14, the 
more likely it would be that it would no longer be necessary to "adjust" the accounting to achieve a 
positive reserve by the end of June 2014. 

The problem for the governor was that the Legislative Analyst believed that the underestimate of 
revenue that had occurred in 2012-13 was not a one-time fluke but in fact signaled a more optimistic 
outlook for the state and its tax receipts. According to the Analyst, revenues would be $2-3 billion per 
annum more than the governor was forecasting out through 2016-17. 88 Moreover, the Analyst argued, 
the legislature could frame the budget to include contingent spending so if the extra revenue did not 
appear, spending would be reduced. Legislative leaders said positive things about the May revise, but 
did not commit to observe the governor's cautious revenue figures. 

For example, Assembly Speaker Perez said that he "appreciate(d) the governor's commitment to 
maintaining... fiscal stability." But he went on to say that the legislature would "review the governor's 
proposals and revenue projections, along with the LAO's revenue projections..." Senate President 
Steinberg was more blunt and spoke about the "disappointing aspect" of the budget's failure to make 
up for earlier cuts in social spending. Indeed, Brown received more favorable comments from minority 
Republicans. Republican senate leader Bob Huff said he had "common ground" with the governor and 
that Brown's biggest challenge would be in "restraining" Democratic legislators' spending urges. 89 

The spending Brown did propose made some adjustments to his K-12 funding formula reforms (and won 
the support of the influential California Teachers Association), softened some of the mandates that had 
been directed at public higher education, and created a process for ending tax breaks for enterprise 
zones while substituting a more general subsidy to manufacturing. (Ultimately, elimination of the zones 
was enacted, but it occurred in July 2013, after the adoption of the budget.) The May revise proposal 
included borrowing half a billion dollars from anticipated cap-and-trade revenue for the general fund. 
That item was one of those unfortunate - but common - instances in state accounting in which 
borrowing is treated analogously to revenue for cosmetic reasons. Putting more borrowing money in 
the general fund would, other things held constant, make the reserve at the end of fiscal 2013-14 
appear that much more positive. 

Whatever the merits of the various proposals, the balance of forces favored the governor in 
negotiations with the legislature. First, the legislature had to produce a budget by June 15 or lose pay. 
Only a simple majority would be required. In principle, thanks to the earlier fight and litigation with the 
state controller, legislators could enact something the governor would surely veto and say that they had 
met the deadline. What would happen in that event, however, was not entirely clear. Would the 
majority Democrats really want to get into another battle over their pay if the enacted budget was a 
sham? What if the controller found some grounds not to pay them again for not enacting a real budget 
on time, despite previous litigation saying he couldn't? 

Secondly, the governor could veto the entire budget, even one that was not a sham, if he thought the 
budget was not fiscally responsible. Or he could use his line-item veto to cut out parts he didn't like. In 
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theory, the supermajority possessed by the Democrats would enable them to override a veto. But the 
centrist Democrats that had been elected in swing districts under the top-two primary system would be 
unlikely to go along with an override. So the two-thirds supermajority would evaporate in such a 
contest. 90 


Enacting the Budget 

"I like political theory. It is more coherent than political practice ." 

Governor Jerry Brown speaking to 
UC-Berkeley political science students 91 

From the governor's perspective, even with a strong hand in negotiations with the legislature, there was 
a downside to out-and-out conflict. So he still had some incentive to compromise. The simple way out 
for both sides would be for the legislature initially to play with budget proposals that embedded the 
LAO's more optimistic revenue projections for a few weeks leading up to the June 15 deadline. 92 Plans 
to spend more money than the governor wanted would be included in the proposals, pleasing various 
constituencies. But the extra money would then be squeezed out of the final version through the 
conservative revenue estimates which the governor would force on reluctant legislators. 

There could even be a sweetener for legislators whose pay had been cut during the lean years. In late 
May, the governor's Department of Finance certified to the commission that sets legislators' pay that 
the state had the funds for a pay raise because the June 30 reserve under the accrual method would be 
positive. And subsequently, a five percent pay increase resulted. 

In reality, most people don't follow the details of the state budget or know much about it. They don't 
like to admit it, however. In a poll taken after the May revise was issued, only 11% admitted to having 
no opinion about the budget or not having heard about it, a ridiculously low percentage. 93 The result, as 
noted earlier, is that pollsters characterize budget options when questioning respondents and then ask 
for their opinions based on the characterizations. And in general terms, voters seem to prefer thrifty 
ideas such as reducing debt or building a reserve to vaguer proposals for increasing spending on "social 
service programs" (whatever that term might convey). That fact also added to the governor's 
negotiating position. 

Similarly, the governor, in negotiating with state unions, was able to maintain a stance of fiscal limits. In 
a deal with Service Employees International Union Local 1000, a union representing about half of 
unionized state workers, a general pay raise as of July 2014 (not 2013) was made contingent on the 
budget condition at that time. In the event of an unsatisfactory budget situation, the raise would be 
delayed another year. No general increases had been negotiated since 2007-08. Although some minor 
pay adjustments in the union's contract with the state were made, the 2013-14 cost of the deal was 
estimated by the LAO to be trivial. 94 
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Although there were some changes in the K-12 reallocation formula, in the end the governor largely got 
his way. 95 There was some adjustment in the handling of Prop 39 funds. Killing off enterprise zones was 
not accomplished at the time due to local pushback as reflected in the legislature. 96 (But as noted 
above, the termination was enacted separately in July 2013.) Some constituents were disappointed 
since with more conservative revenue estimates than the LAO favored, there was less money to spread 
around. 

Asking too much in at least one case backfired. UC for several years had been asking for $15 million to 
found a new medical school at its Riverside campus. The sum requested was supposed to be 
(somehow) on top of the funding UC would otherwise receive. What it got instead was a directive to 
devote $15 million to the plan, but in effect to take the money out of its regular allocation, something it 
could have done all along. Be careful what you wish for, seemed to be the lesson; you may get it in a 
way you don't like. Assembly Speaker Perez was more successful in having his wish granted. A 
scholarship program aimed at cutting costs for middle-class students at UC and CSU that he had 
promoted was included in the final budget, even though the Legislative Analyst was reported to favor 
alternative ways of dealing with access and affordability. 9 '' 

Once the budget was passed by the legislature, there were some aftershocks. Included had been a 
provision ending a mandate for local governments to grant public access to internal record requests. 
(Local governments must be reimbursed by the state for the costs of mandates so - as noted earlier - 
repealing mandates saves the state money.) The argument for repealing this particular mandate was 
that local governments would maintain public access, even if not required by the state to do so. 
However, the elimination of the mandate triggered a storm of complaints by journalists and others, 
fearing diminished ability to obtain public documents. What if the local governments didn't continue 
their access policies without a state mandate? In the end, the mandate was restored by a subsequent 
action. 

Because the budget deal was ultimately negotiated between the governor and the Democratic 
legislature, the line-item vetoes by the governor were minor and mainly affected certain school and pre¬ 
school programs. One oddity was the governor's veto of his own proposal to mandate additional online 
education in public higher education. However, the veto was made with a tacit understanding that 
online education would nonetheless be extended within UC and CSU. 


Final Thoughts 


"/ gotta do one thing at a time. You can't get it all done. And if I got it done all in one year, you wouldn't 

need me." 


qo 

Governor Jerry Brown 
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"I have a husband who thinks that his job is like a vacation. He's like 'What do you mean get away from 

work? This is like a vacation/" 

First Lady Anne Gust Brown" 

"Brown ... is enjoying a degree of success and authority he and his opponents could scarcely have 
imagined when he returned to Sacramento to begin a second tour as governor in 2010." 

New York Times report 100 

The budget signing ceremony of June 27, 2013 was in marked contrast to the governor's first budget 
signing in 2011. At that time, it will be recalled, he had failed to muster Republican support to put a 
temporary tax extension on the ballot. The budget thus ended up assuming that a phantom $4 billion 
would arrive (which didn't). There was little celebrating on that occasion. The 2012 budget signing 
assumed that the temporary tax increases of Prop 30 - an initiative done by petition and not needing 
Republican legislative support - would be passed by the voters. Trigger cuts would follow if they 
rejected the proposition. So the signing ceremony participants were cautiously optimistic and not glum 
as in the year before. Not surprisingly, at the June 2013 ceremony, with Prop 30 passed and the 
economy continuing to recover, there was laughter and cheer all around. 

As noted, while on an accrual basis, the budget had a small positive reserve in the general fund at the 
start of the 2013-14 fiscal year, the cash accounts suggest a negative reserve. By late August 2013, 
there were already unexpected potential draws on the general fund in the form of spending on 
suppression of a major fire in Yosemite, additional potential prison expenditures, and even 
unanticipated high costs of liability for state-owned automobile accidents. The governor's plan (with its 
conservative revenue projections rather than those of the LAO) might nonetheless produce a positive 
reserve by the end of June 2014. However, small negative or positive reserves really are not critical 
since the state has internal borrowing capacity from funds outside the general fund. 101 The main issue 
that remains is that California is still vulnerable to adverse economic events, particularly in the light of 
its heavy reliance on the volatile personal income tax. 

The focus in 2013 on the state's fiscal recovery was understandable, but California - particularly after 
Prop 13 - has a complicated intertwining of state and local finance. Local governments vary in their 
fiscal health. Despite the raids by the state on local revenues during hard times, some jurisdictions are 
nonetheless doing well because of an industrial mix with a heavy high-tech presence. Other localities, 
particularly in the mortgage foreclosure belt, are struggling. In some cases they are struggling with 
overt bankruptcy. 

As yet, the problems of the locals - other than school districts thanks to Prop 98 - have not really been 
the deliberate focus of the governor or the legislature in budgetary matters. The realignment scheme 
for moving state prisoners to local jails is really a product of court decisions, not a grand philosophy that 
local government is best suited for the task. The killing of redevelopment was more a matter of 
rechanneling money to the state than a careful consideration of the effectiveness of local programs. 
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Since California residents receive much of their public services at the local level regardless of funding 
source, greater attention by the state to local fiscal issues would be appropriate now that there is at 
least a breather after a prolonged state budget crisis. 

On a longer-term basis, California is still adjusting to the end of the Cold War and the resulting halt to 
decades of military-related federal stimulus. In retrospect, Governor Brown's first iteration of governor 
-with his pronouncements about an era of limits - came prematurely; the Cold War's end was nowhere 
in sight at the time. There are limits now, however, which will continue to challenge Brown for as long 
as five years - assuming he runs again and wins in 2014 - and will challenge governors thereafter. 

In the end, a California that grows at more or less the same rate as the rest of the U.S. - which is what 
demographers suggest will continue to occur - faces a future in which more of X in the state budget will 
mean less of Y (or more taxes). Other states, which never had decades of super-normal growth, have 
developed institutions to deal with making the necessary trade-offs. The question is whether 
California's institutions - which now include term-limited legislators and a self-marginalized opposition 
party - can adapt to being normal. 
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Chart 1 


California Population Relative to US 



Source: U.S. Bureau of the Census and California Department of Finance. Projections from 
http://www.census.gov/population/www/proiections/files/nation/summarv/np2008-t2.xls and 
http://www.dof.ca.gov/research/demographic/reports/proiections/interim/documents/Final 2012 Int 
erim Proi Web.xls . 
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Chart 2 

California Nonfarm Enployment 
History & Forecast 
Vs. 2.3% Trend from 1990:3 

(Thous) 

30000-1-t- 



CZ3 History & Forecast — 2.3% Trend Line 

Source: UCLA Anderson Forecast, The UCLA Anderson Forecast for the Nation and California: June 2013 
(Los Angeles: UCLA Anderson School, 2013), p. California-97. 


Chart 3 


Crime in California, 1983-2012 

(Sate pet JOO.OOO pppiiSation) 
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Source: California Attorney General, http://oag.ca.gov/crime (August 17, 2013). 
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Table 1: General Fund Debt, Cash, and Disbursements ($ billions or percent) 


Year 

Short 




Short-Term 

Ending 

-Term 

Cash 

Total 


Debt as Percent 

June 30 Debt* 

Balance 

Cash** Disbursements 

of Disbursements 

End of 

Pete Wilson Regime 




1998 

$0 

$0.9 

$1.0 

$53.1 

0.0% 

1999 

0 

0.8 

2.1 

58.6 

0.0 

Gray Davis Regime 




2000 

0 

8.5 

9.3 

64.5 

0.0 

2001 

0 

3.4 

3.6 

83.5 

0.0 

2002 

10.4 

0.0 

0.0 

80.4 

12.9 

2003 

11.0 

0.4 

3.0 

78.7 

14.0 

First 

issuance 

of Economic Recovery : 

Bonds*** 


Schwarzenegger 

Regime 




2004 

0 

0.5 

2.8 

79.6 

0.0 

2005 

0 

6.4 

7.2 

82.0 

0.0 

2006 

0 

9.2 

10.5 

91.5 

0.0 

2007 

0 

2.5 

4.1 

104.1 

0.0 

Second 

issuance 

i of Economic Recovery 

Bonds**** 


Schwarzenegger 

Regime 




2008 

1.5 

0.0 

0.9 

107.3 

1.4 

2009 

11.9 

0.0 

0.0 

98.2 

12.1 

2010 

9.9 

0.0 

0.0 

86.7 

11.4 

2011 

8.2 

0.0 

0.0 

93.8 

8.7 

Jerry 

Brown Regime 




2012 

9.6 

0.0 

0.0 

89.2 

10.6 

2013 

2.4 

0.0 

0.0 

96.2 

2.5 


^Outstanding loans (external and internal). 

**Differs from cash balance by Special Fund for Economic Uncertainties (a "rainy day" fund maintained 
for the General Fund). 

***Refinanced short-term debt on a longer-term basis. 

****lssuance of remaining authorized Economic Recovery Bonds allowing longer-term funding of short 
term debt. 

Source: June cash reports of the California State Controller. Available at http://www.controller.ca.gov . 
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Table 2: October Poll Results for "Likely Voters" and Actual Outcome of Vote for Proposition 30 



|Favor 

1 

Oppose 

Don't Know 
/Refused 

PPIC 

| 48% 

44% 

8% 

Field 

USC-Dornsife/ 

| 48% 

38% 

12% 

LA Times 

| 44% 

46% 

14% 

Actual 

| 55% 

45% 

na 


na = not applicable 

Sources: http://www.ppic.Org/content/pubs/survev/S 1012MBS.pdf ; 
http://www.field.com/fieldpolionline/subscribers/Rls2431.pdf; 
http://gqrr.com/images/Blog posts/documents/USC-LAT/latusc.fq.l02812.pdf . 


Table 3: General Fund (GF) Budget for 2012-13 


1 

Controller 

Governor 

LAO 

Governor 

Governor 

Governor 

$ millions | 

Cash 

Accrual 

Accrual 

Accrual 

Accrual 

Accrual 

1 

7-10-13 

6-28-12 

11-14-12 

1-10-13 

5-14-13 

6-17-13 

Beginning I 

GF balance | 

-$9,593* 

-$2,882 

-$1,885 

-$1,615 

-$1,658 

-$1,658 

Inflow** | 

103,425 

95,887 

96,610 

95,394 

98,195 

98,195 

Outflow*** 1 

96,266 

91,338 

93,950 

92,994 

95,687 

95,665 

Surplus/ | 

Deficit | 

+7,159 

+4,549 

+2,660 

+2,400 

+2,508 

+2,530 

Ending 1 

GF balance | 

-2,435 

+1,667 

-244 

+785 

+ 850 

+872 


*Figure first became available 7-10-12. 

**Termed "receipts" in controller's statements and "revenues and transfers" in governor and LAO 
reports. 

***Termed "disbursements" in controller's statements and "expenditures" in governor and LAO reports. 
Sources: http://sco.ca.gov/ard state cash fyl213.html ; 

http://www.lao.ca.gov/reports/2012/bud/fiscal-outiook/fiscal-outlook-2012.pdf; 
http://www.ebudget.ca.gov/home.php?selectedYear=2Q13-14; http://www.ebudget.ca.gov/2012~13- 
EN/Enacted/BudgetSummarv/BSS/BSS.html . 
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Table 4: The 2013-14 General Fund Budget as Proposed and Enacted 


$ millions 

| January 
| Proposal 

May 

Revise 

June 

Enacted* 

Beginning 
reserve as 

of 6-30-13 

1 

1 

| +$785 

+$850 

+ $872 

Revenue 

& transfers 

1 

1 

| 98,501 

97,235 

97,098 

Expenditures 

1 

| 97,650 

96,353 

96,281 

Surplus/ 

Deficit 

1 

| +851 

+ 882 

+ 817 

Ending 

reserve as 

of 6-30-14 

1 

1 

1 

| +1,636 

+1,732 

+1,689 


* Includes vetoes. 

Sources: http://www.ebudget.ca.gov/2013-14/pdf/BudgetSummary/FullBudgetSummarv.pdf : 
http://www.ebudget.ca.gov/2013-14/pdf/Revised/BudgetSummarv/FullBudgetSummary.pdf ; 
http://www.ebudget.ca.gov/2013-14/pdf/Enacted/BudgetSummary/FullBudgetSummarv.pdf . 
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Appendix 

Table A: Campaign Donations, Proposition 30 


Top 10 Donors Supporting Prop 30 Reported Through Nov. 3, 2012 


California Teachers Association 

SEIU/California State Council of Service Employees 
Democratic State Central Committee of California 
American Federation of Teachers 
The Coca-Cola Company 

California Association of Hospitals and Health Systems 
PepsiCo Incorporated 

California School Employees Association 
California Beer & Beverage Distributor’s 
California Nurses Association 


$11,439,297 
$10,746,928 
$5,089,646 
$4,179,229 
$2,072,793 
$ 2 , 000,000 
$1,633,863 
$1,500,495 
$1,094,311 
$1,106,417 


Note: All Donations 


$67,100,000 


Top 10 Donors Opposing Prop 30 Reported Through Nov. 3, 2012 


Charles Munger, Jr.* 

Americans for Responsible Leadership* 
William Oberndorf* 

Jerrold Perenchio* 

John Scully* 

Margaret Bloomfield 

Howard Jarvis Taxpayers Association* 
New Majority California PAC* 

Charles B. Johnson 
T. Boone Pickens* 


$35,075,000 
$ 11 , 000,000 
$ 1 , 100,000 
$750,000 
$500,000 
$500,000 
$440,249 
$350,000 
$ 200,000 
$ 100,000 


Note: All Donations** 


$53,400,000 


*No on 30; Yes on 32. 

**lnciudes some No on 30; Yes on 32. 


Source: Balletopedia, 

http://ballotpedia.org/wiki/index.php/California Proposition 30, Sales and Income Tax Increase %2 
82012%29. 
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Appendix Chart A: Composition of Employment in Major California Public Sector Unions by Union 
Representative 



SEIU = Service Employees International Union 

CTA = California Teachers Association (affiliate of National Education Association) 

AFT = American Federation of Teachers 

CTA-AFT = United Teachers, Los Angeles (affiliate of both AFT and CTA) 

Source: Data from U.S. Department of Labor, online file of major public sector contracts (contracts 
covering 1,000 or more workers) as of mid-August 2013. Available at 
http://www.dol.gov/olms/regs/compliance/cba/ . 
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